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Abstract 
‘Inflation is always a monetary phenomenon’ say some economists and policymakers and attempt to arrest rising inflation with 
policies aimed at reducing the money supply in the economy. The theory is true in countries which have reached the full 
employment level, but in developing and underdeveloped countries this may not always be true. Advanced countries facing 
severe recession try to bring about inflation by raising money supply, and other advanced countries with high inflation pressure 
are able to successfully curtail inflation by reducing money supply. However, the entire inflation dynamics playing out in 
developing economies are different and it’s necessary to re-visit and re-examine the relevance of the belief that inflation is 
always a monetary phenomenon, especially with respect to developing economies. The present research paper attempts to test the 
validity of the quantity theory of money in Indian situation and provide an alternative postulate. 
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1. Introduction 
As per the quantity theory of money, MV = PT holds after full- employment, where M is the currency and other 
forms of money in circulation (M1, M2, M3), V is the velocity of money, which is the number of times money 
changes hands, P is the prevailing price level and T is the total volume of goods and services produced in an 
economy. The left-hand side of the equation represents money supply while the right-hand side stands for demand 
for money, since money demand arises from transactions. In the short period of time ‘V’ and ‘T’ are both constant, 
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and hence ‘P’ varies directly with ‘M’. Thus greater the money supply, higher the price level and vice versa. Also, a 
change in money supply can bring about a change in prices. Hence if a country is facing high levels of inflation, 
reducing money supply would moderate inflation. And if a country has disinflation or deflation, an increase in 
money supply can bring about the desired level of inflation. However, critics have questioned the validity of this 
theory in the short period of time, although some of them feel that it may hold in the long period. In case of India the 
assumptions of this theory do not hold; ‘V’ and ‘T’ are not constant; and there are other dynamic and political 
factors which influence prices rather than just the money supply. Besides, the theory may work in one direction and 
not the other. That is, greater money supply may lift prices but reduced money supply need not reduce prices.  
 
2. Literature Review 
 
The quantity theory was developed by Irving Fisher and others in the 19th and 20th century. It was challenged and 
modified by Karl Marx who accepted the basic concept but said that quantity of money is a function of the quantum 
of goods produced, the prices and the velocity of money, rather than the other way round. Keynes too accepted the 
basic theory but argued that the quantity of money is determined by the purchasing power or aggregate demand and 
nothing else. Keynes also remarked that velocity and output are not constant, but highly variable, and so quantity of 
money can hardly drive prices.  
The monetarist counter-position was that, velocity of money was not a passive function of the quantity of money, 
but an independent variable. Thus Milton Friedman wrote that far from velocity offsetting the movements of 
quantity of money, it reinforces them. As per Keynes, if money rose, velocity declined. But empirical evidence 
shows the opposite. Between 1929 and 33 when money declined in the US, velocity also declined. Thus while 
accepting quantity theory of money, Marx, Keynes and Friedman placed different emphasis on the drivers of prices. 
Marx emphasised production, Keynes emphasised income and demand and Friedman emphasised the quantity of 
money.  
As per the ‘Fiscal theory of price level’ by Leeper (1991), Sims (1994) and Woodford (1994 through 2001), the 
government’s fiscal policy affects the price level; for the prices to be stable, government finances must be 
sustainable; they must run a balanced budget over a business cycle, and not have a structural deficit.  
Indian Reality 
 
 2010-11 2011Q1 2011Q2 2011Q3 2011Q4 2012Q1 2012Q2 2012Q3 
 
WPI (%) 
inflation 
9.56 9.60 9.71 9.01 7.50 7.54 7.87 7.25 
CPI (%) 
inflation 
10.45 8.91 9.16 8.39 7.17 10.14 9.76 10.1 
Repo rate 
(%) 
6.00(Q3) 
6.25(Q4) 
6.50 6.75 7.50 8.25 8.50 8.00 8.00 
CRR (%) 5.00(Q3) 
5.25(Q4) 
5.50 5.75 6.50 7.25 7.50 7.00 7.00 
Currency 
with 
public  
(Rs Bn) 
19.2 16.9 14.4 12.6 12.2 12.1 13.1 11.7 
Broad 
money 
(Rs Bn) 
16.2 17.3 16.8 15.5 14.0 14.3 13.9 12.7 
Source: Economic Survey, 2012-13, Government of India 
 
Observations: As can be observed from the above table. The currency with public, M1, has declined from 2011 
to Q1 of 2012, then increased slightly in Q2 and then rose again in Q4 of 2012. Also, broad money, M3, declined 
from Q1 od 2011 through Q4 of 2013. In spite of this decline in money supply, the inflation on WPI increased 
steadily throughout the same period, except mild drops in Q3 of 2011 and Q3 of 2012 and inflation on CPI 
fluctuated quite a lot, three times crossing double-digits. From monetary policy angle, the repo rate, the reverse repo 
rate, the CRR and SLR have been raised steadily through-out this period, sometimes sharply, except after Q1 of 
2012 when some of these started declining albeit slightly. Secondly, the repo rate and CRR both increased till Q1 of 
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2012, and yet inflation on CPI crossed 10% by Q1 of 2012 although inflation on WPI moderated somewhat. 
Thus evidence between 2010 and end of 2012 shows that there is no direct relationship between money supply 
and prices; or more specifically, marginal declines in money supply don’t essentially reduce the rate of inflation. 
Monetary policy has a lagged effect, that is, there is a time lag between the policy announcement and the effect on 
the economy. Even if we factor in this time lag, still the direct relationship between money supply and prices as 
depicted by the quantity theory of money is not confirmed from the empirical data. Let us look at the reasons why 
the theory doesn’t hold in case of India and hence look for reasons of persistent inflation elsewhere. This will 
probably give us policy directions. 
What’s wrong with MV = PT & P = f(M)? 
x Velocity of money and total output are assumed to be constant in this theory in the short period of time to arrive 
at the functional relation between prices and money stock. But neither velocity nor output is constant, either in 
short period or in long period.  
x During an upturn of a business cycle both M and V rise, while during recession both fall together. They don’t 
automatically bear an inverse relationship. A deliberate monetary policy can cause M to fall when V rises too 
fast, but only in the short run. In the long run, V would also fall if the monetary tightening leads to recessionary 
tendencies.  
x As for total output T, it increases at a faster rate in developing countries like India, as evident from their GDP 
growth rates above 5%. Non-constancy of both V and T raises the first doubts about the applicability of quantity 
theory of money in India.  
The theory is applicable in economies that have reached the full employment level. When money supply is raised 
in such economies, it cannot go into production of goods and services, since all factors of production being fully 
employed, there is no idle capacity left which would raise supply. So all the incremental money supply raises the 
demand for goods and services and prices rise. However, in India any incremental money supply, if directed by 
appropriate fiscal and other policy measures, can be routed into productive activities thus utilising existing 
capacities; aiding expansion and thus augmenting the supply-side. This will in fact drive prices down rather than 
pushing them up. Thus, in India, greater money supply need not necessarily cause inflation and reduced money 
supply need not always reduce inflation either. 
Non-monetary Causes of Inflation 
x The present inflation has started about 2 years back with food grain and other primary articles shortages, thus 
been supply-side in the first place. 
x Rising raw material prices raised the cost of production of manufactured goods and subsequently prices.  
x Domestic oil prices were deregulated in order to reduce the heavy subsidy burden on the government fiscal, 
which entered all prices through transportation becoming dearer. 
x NREGA outlay was increased which raised the rural incomes and demand from rural sector being relatively 
income-elastic in nature, it rose substantially. 
x Repo rate and reverse repo rates were increased several times to combat inflation, but instead of bringing 
inflation down, it raised the cost of funds that entered prices of goods and services, actually raising inflation. It 
also discouraged investment which arrested supply enhancements.  
x CRR and SLR were raised, directly reducing money supply in the economy, but this gave a wrong signal to the 
domestic and international financial investors who hence refrained from investing and production fell further. 
x There was ‘policy paralysis’ for several months during which no decisions were taken which could have 
augmented the supply side.  
x The much talked-about reforms did not really happen, further dampening investments, output and supplies.  
x A ‘self-fulfilling prophecy’ was evident when traders hoarded commodities in anticipation of higher inflation, 
which reduced market supply of even essential commodities such as onions and this further fuelled inflation.  
x Depreciating Rupee made imports expensive and added to inflation of import-based commodities. 
x ‘Inflation expectations’ played their role as usual stronger than actual inflation in economic agents behaving in a 
way that led to further demand-supply mismatches. 
x The deteriorating macroeconomic fundamentals such as rising twin deficits, depreciating Rupee, falling GDP 
growth rate, adamantly high inflation created the possibility of rating agencies downgrading India which threw a 
wet blanket on especially foreign direct investments, further worsening future supply expectations.  
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3. Conclusion 
Monetary policy always has its own limitations and it’s high time we understood them. The quantity theory of 
money gives the identity namely MV = PT which is true, but the functional relationship between M and P, that is, P 
= f(M) doesn’t hold in India since it’s based on the constancy of V and T.  So when inflation happens it need not be 
attributed to money supply alone. In fact, even if a greater than required money supply has caused it, there is no 
guarantee that reduced money supply will bring inflation down. On the contrary, it may have other side-effects such 
as recession. As Friedman said, a counter-revolution never restores the initial situation. It always produces a similar 
situation, which is strongly influenced by the intervening revolution and this is true of monetarism. In accordance 
with this, it is observed in India that the strong monetary tightening measures taken did not result in the original 
levels of inflation of below 5%, leave alone original absolute prices. But in the process, it caused India’s GDP 
growth rate to fall to 5% and unemployment levels to rise. Monetary tightening can thus push an economy into 
inflation, but liberal monetary policy cannot get the economy out of it. 
It is hence time to take stock of the measures normally taken to arrest inflation and try to go to the root-cause of 
the problem and solve it. In India, it’s required to enhance agricultural productivity, warehousing and supply-chain 
management. Government must undertake the new generation reforms on urgent basis to give single-window 
clearance to projects in the pipeline, thereby encouraging domestic production and hence augmenting supplies of 
goods and services. The revenue deficit must be reduced to zero and further. Policies must be put in place to ensure 
that the ‘crowding-in effect’ of the fiscal deficit is greater than the ‘crowding-out’ effect. The knee-jerk monetary 
reaction to any sort of inflation needs to be reconsidered. 
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